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General Information Letter: The subtraction nodification allowed
partnerships for "reasonable conpensation” for services rendered by
partners does not necessarily allow the deduction of all incone

actually distributed to a partner.

March 27, 2000

Dear :

This is in response to your letter dated March 7, 2000. G ven the nature of your
inquiry and the information you provide, | am responding with a GCeneral
Information Letter. This is not to be taken as a statenment of Departnent policy
or as a binding ruling by the Departnent. As general information gathered in
response to your particular questions, however, | hope that it is helpful to you.
See 86 IlIl. Adm Code 1200.120(b) and (c), which can be obtained at the foll ow ng
websi te:

http://ww.revenue.state.il.us/legalinformation/regs/part1200.

In your letter you have stated the foll ow ng:

I need sone witten direction of nore detail for what should be subtracted
fromthis line on all partnerships.

Exanpl e: Cash basis taxpayer Part 1 Line 1 is $100, 000. 00,

2 partners in partnership each wthdrew $15,6000.00 for the year as
equal draws totaling $30, 000. 00.

| believe that | should only be putting the $30,000.00 on Line 5c.
Taxpayer wants me to put $100,000.00, because he says he could have
taken that out if he wanted to.

Pl ease supply ne with witten evidence to support my standing on the matter
as | cannot find anything nore than the instructions from the tax return
bookl et received fromthe Departnent.

Response

Section 201 of the Illinois Income Tax Act (IITA) inposes two separate taxes. |t
i nposes the "regular” incone tax and it also inposes a Personal Property Tax
Repl acenment | ncone Tax (Replacenent Tax). The regular income tax is inposed on

individuals, trusts and estates at the rate of 3% of net incone and on
corporations at the rate of 4.8% Section 201(b) of the IITA

Part ner shi ps and Subchapter S corporations are exenpt fromthe regular tax (I11TA,
Sections 205(b) and 205(c)). However, partners and S-corporation sharehol ders
are taxed directly by the income tax according to their allocated portion of
incone in the same manner as under the federal incone tax. The Replacenment Tax
is inmposed on corporations at the rate of 2.5% of net incone and on trusts,
partnershi ps and Subchapter S corporations at the rate of 1.5% (I1TA, Section
201(d)) .

Accordingly, the income of all business entities is subject to two taxes on
income. Corporations pay both taxes. Partnerships and Subchapter S corporations
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pay the Replacenent Tax on their incones, while the owners of these entities pay
the replacenent tax on their shares of the entities' incones.

A Subchapter S corporation is allowed for federal income tax purposes to deduct
salaries paid to its shareholders for personal services rendered as enpl oyees of
the Subchapter S corporation, and this deduction carries over into the
conputation of Illinois net incone (IITA Section 203(b)(1)). On the other hand

partnerships do not as a rule pay salaries to their partners for personal
servi ces rendered, and thus there is no deduction allowed for federal incone tax
pur poses. However, in conmputing the net income of a partnership subject to
Repl acement Tax, Section 203(d)(2)(H) of the IITA allows a deduction for

(H) Any incone of the partnership which constitutes personal service incomne
as defined in Section 1348(b)(1) of the Internal Revenue Code (as in effect
Decenber 31, 1981) or a reasonable allowance for conpensation paid or
accrued for services rendered by partners to the partnership, whichever is
greater;

Thi s deduction is taken on line 5¢ of Part | of the Form | L-1065.

The |1 TA does not prescribe any particular nmethod of determining a "reasonable
al l onance" for conpensation for services. A method which was considered
reasonable in a prior admnistrative letter (Letter No. IT 98-0036 AL, April 3,
1998) was to determine the nunmber of hours each partner worked in performng
personal services for the partnership during a particular year and multiplying
that anmobunt by a fair hourly wage, giving consideration to the kind of work
per f or med.

These are matters of factual interpretation and it is not possible to provide a
definitive legal opinion on them An official determ nation could only be nade
upon an audit or during a hearing in which all relevant facts are presented and
consi der ed. However, it can be concluded in answer to your question that this
anount need not be limted to the actual conpensation the partners took during
t he year.

Please do not hesitate to call nme at (217) 782-2844 if you have further
guestions. As stated above, this is a general information letter that does not
constitute a statenent of policy that applies, interprets or prescribes tax |aw
It is not binding on the Departnent as a definitive statenent of tax |law, but |
do hope that it provides the guidance requested.

Si ncerely,

Kent R Steinkanp
Staff Attorney -- |ncone Tax



